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Preface

Auditing is essentially a practical subject but the knowledge of its principles is equally important.
The book has been revised to enable easy learning, keeping in view the requirements of the
students of B.Com. General and Honors Course under CBCS as well as other professional
courses, CA, CS, ICWA, etc. The revised material has been presented in a systematic manner
that it makes easy to understand and grasp the content quickly.

In writing this book, I have to refer to and draw from standard publications on the subject.
I gratefully acknowledge my thanks to the authors of those publications.

I extend my whole heartful gratitude to our former Director Late Air Cmde N.D.N. Bhasker
Rao Sir for invaluable support and encouragement. I extend my sincere thanks to the Management,
Principal, Head and all Members of the Department of Commerce of Bhavan’s Vivekananda
College, Sainikpuri for their support and encouragement.

I am also thankful to a large number of subject teachers, friends and students who have
directly or indirectly contributed in the preparation of the book. I am also grateful to my Parents,
Husband and all other members of the family for their enduring patience in making this effort a
success.

I also acknowledge with gratitude the support of  M/s. Himalaya Publishing House Pvt. Ltd.,
Shri Niraj Pandey, Managing Director, Shri Vijay Pandey, Regional Manager and Shri
G. Anil Kumar, Assistant Sales Manager, Himalaya Publishing House, Hyderabad for their  untiring
efforts in making this book available in such a nice and pleasant format in a very short span of
time.

It has been my sincere effort to make the book a practical utility. It is hoped that the book
will prove to be worthwhile for students in attaining their learning objectives. I shall look forward
to the feedback from the esteemed readers. Suggestions for the further improvements in the
book would be highly appreciated and acknowledged.
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2 Auditing

INTRODUCTION

Origin of Auditing:

The practice of auditing accounts can be traced back to the early stages of civilization. In
those days the methods of accounts were so crude and the transactions to be recorded were so
small that each individual was able to check for himself all his transactions. However, with the
growth of civilization and consequential growth in the volume and complexities of transactions it
became necessary to entrust the job of recording the transaction to other persons.

The ancient Egyptians, Greeks and the Romans used to get their public accounts scrutinized
and audited by an independent official. The ancient records of auditing are primarily confined to
public accounts only. The person whose duty to make an examination of accounts was known as
auditor. The word audit was derived from the Latin word “audire” which means to hear. Originally
the accounting parties were required to attend before the auditor who heard their accounts.

Auditing as it exists today can be associated with the introduction of large scale production
following the Industrial Revolution during the 18th century. This revolution led to a great increase
in the volume of trading operations which also required substantial capital investment. Individual
business houses were not in a position to provide necessary finance because of their limited
financial and credit resources. Further, the discovery of steam power, development in the means
of transport and communications, the expansion of banking facilities and mechanical inventions
also made it inevitable for businessmen to adopt some other forms of business organisations and
management. This led to the formation of numerous joint stock companies and other corporate
bodies.

The introduction of the joint stock form of organisation also widened the scope of investment
and business activities. The business community started raising money from public and also
borrowed capital from various private and state financial institutions. Under the company form
of organisation, the investors (shareholders) as a body delegate the management of the
undertaking, in which they have invested their money, to a Board of Directors but they would be
keenly interested in the safety of their investments. As the shareholders are drawn from far off
places and are not at the helm of affairs of the company, they would also like to know whether
their money is being properly utilised or not. They would also be interested in finding out a true
and fair view of the financial position of the undertaking in which they have invested their money.
In these circumstances, the need was felt for getting the accounts audited especially in case of
joint stock enterprises, so the shareholders might be assured about the safety of their investment
and accuracy of the accounts. In the beginning, shareholders entrusted this task of checking the
accounts to one of the shareholders of the company. But it could not serve any useful purpose as
the shareholder lacked basic and technical knowledge of accounting and the ability for such
work. Further, introduction of the double entry system of book-keeping also increased
complication in the accounting system. Therefore, in order to have an effective check on the
accounts of the company, the custom was developed to appoint a professional auditor to ensure
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that the audit can be done in right lines and investors may put full confidence in his report. Audit
now implies a written report about the accuracy and reliability of accounts by a qualified auditor.
The Indian Companies Act had made it compulsory for all corporate bodies to get their accounts
audited by qualified professional accountants.

Auditing in India:

The system of accounting and auditing is believed to have existed in our country under the
Mauryas, Chandragupta and other Hindu Kings. Kautilya, in his Arthashastra had mentioned
about the accounting and auditing of state finances. He stated that, “all undertakings depend on
finance. Hence, foremost attention should be paid to the treasury.” He also listed various kinds
of frauds and embezzlements and prescribed punishments to deal with them. However, the
growth of the Accounting profession in India is a recent development.

The first company legislation in India, the Joint Stock Companies Act of 1857, contained
regulations for the annual audit of company accounts. But adoption of these regulations were
entirely optional as there was no legal obligation on the part of a company to have the audit of
their annual accounts.

The growth of accounting profession was an outcome of the Indian Companies Act 1913,
which for the first time prescribed the qualifications for an auditor. The qualification was obtained
by passing the Government Diploma in Accountancy which was conducted by Provincial
Governments.

Subsequently an Indian Accountancy Board was established under the Auditors certificates
Rules, 1932.

On passing of the Chartered Accountants Act 1949 substantially the entire regulation, Control
Management of the Profession passed from the Central Government to the profession.

The Companies Act of 1956 replaced the Act of 1913 and it’s subsequent amendments
further elaborated various provisions regarding the procedure of appointment of company
auditors as well as their powers and duties. The Act also enlarged the scope of annual accounts
and the audit report. The insertion of Section 233-B in the Companies Act 1956, has empowered
the Central Government to order compulsory cost audit in the case of specified companies. The
Cost and Works Accountants Act of India (1959), now permits its practising members to carry
out Cost audit as contemplated by Section 233-B of the Companies Act 1956.

In the year 1985, the Reserve Bank of India (RBI) issued a circular to commercial banks
advising them to ask their potential borrowers to get their accounts audited. The e Act which was
amended in 1984 also provided for the compulsory audit of accounts of certain assesses.

All this show that the scope of audit has crossed traditional areas of financial audit and now
the auditors are appointed to conduct tax audit, cost audit, management audit, operational audit
and social audit.
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MEANING AND NATURE OF AUDITING
The word ‘Audit’ takes its origin from the Latin ‘audire’ which means ‘to hear’. In the

middle ages, the auditor was a person, appointed by the owners whenever they suspected fraud,
to check accounts and to hear explanations given by the persons responsible for financial
transactions. Auditing at that time was carried out to locate frauds and errors. But in 1464, an
Italian named Luca Pacialo, published his treatise on the double entry system of book-keeping
for the first time and also described the duties and responsibilities of an auditor. Since then, there
have been noticeable changes in the scope of audit and in the duties and responsibilities of an
auditor. Further, when corporate enterprises started to grow, the result was dispersed ownership
and the distinct separation of management from ownership. At the same time, institutional loans
and borrowings came to play a significant role in the running of industry and business. Also, the
gradual expansion of the idea of social responsibility of the State led to the introduction of the
regulatory enactment in the field of trade, industry and commerce. In short, diverse interests
grew and developed and as a result, the objective of audit correspondingly changed in emphasis
from time to time. As mentioned above, originally a large majority of audit in the early days was
confined to ascertain whether the accounting party had properly accounted for all receipts and
payments on behalf of the owners. In other words, the original object of making audit was to find
out whether cash has been embezzled and if so, who embezzled it and the amount of the
embezzlement involved. It was merely a cash audit. But the main object of modern audit is to see
whether the Balance Sheet of a firm presents an authentic view of its financial state of affairs. This
would show that funds of the shareholders and those who have given loans to the company
have been employed by the management to carry further the objectives for which the company
was formed and for no other purpose. The emphasis is now clearly on the verification of accounting
data with a view to report on the reliability of the accounting statements.

Definition of Auditing

Auditing means the scrutiny of books of accounts and the relative documentary evidence
by an independent qualified person in order to ascertain the accuracy of the figures appearing
therein. Some of the definitions given by well-established writers are given below:

Montgomery, a leading American accountant has defined auditing as “a systematic
examination of the books and records of a business or other organizations in order to ascertain
or verify and to report upon the facts regarding the financial operations and the results thereof.”

The same concept has been elaborated a little more by Spicer and Pegler, “such an examination
of the books, accounts and vouchers of a business, as shall enable the auditor to satisfy himself
whether or not the balance sheet is properly drawn up, so as to exhibit a true and correct view of
the state of affairs of the business, according to the best of his information and explanation given
to hint and as shown by the books; and if not, in what respect it is untrue or incorrect.”

According to Dicksee, “auditing can be understood as an examination of accounting records
undertaken with a view to establishing whether they correctly and completely reflect the transactions
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to which they purport to relate. But this is not the end of the matter, in addition, the auditor also
expresses his opinion on the character of the statements of accounts prepared from the accounting
records so examined whether they portray a true and fair picture.”

The International Auditing Practices Committee defines auditing as “the independent
examination of financial information of any entity, whether profit oriented or not, and irrespective
of size, or legal form, when such an examination is conducted with a view to expressing an
opinion thereon.”

Mautz defines auditing as being “concerned with the verification of accounting data, with
determining the accuracy and reliability of accounting statements and reports.”

It stands clear from the above definitions that audit is the systematic and scientific examination
of the accounts of a business. An auditor has not merely to examine entries in the books of
accounts or to see the numerical accuracy of the books but he has to find out whether transactions
entered in the books of original entry are correct or not. To determine this accuracy and reliability,
he will have to go through the relevant evidence (internal as well as external evidence) that is
produced before him in the support of all these transactions. In some cases, he may even call for
independent expert opinions regarding technical matters. He has to verify all evidence critically
and not just mechanically. In short, auditing is a process of collecting, testing and weighing of
evidence. It is “analytical, it is critical, investigative, concerned with the basis for the accounting
measurements and assertions — thus, auditing has its principal roots, not in accounting which it
reviews, but in logic on which it leans heavily for ideas and methods. “Thus, the auditor has to
satisfy himself with the authenticity of the financial accounts of the business in order to give a
honest report to his appointing authorities. With this end in view, he should carry on an audit as
thoroughly as possible. The Institute of Chartered Accountants of India has, described modern
auditing as “a systematic and independent examination of data, statements, records, operations
and performance (financial and otherwise) of an enterprise for a stated purpose. In any auditing
situation, the auditor perceives and recognises the propositions before him for examination,
collects evidences, evaluates the same and on this basis, formulates his judgements which is
communicated through his audit report.”

Scope of Audit:

The scope of audit is extending day by day because of the changes in the economic conditions
of the country. It is no more a ticking profession. As stated by Arther W. Holmes, “Long-range
objectives of an audit should be to sense as a guide to the management’s future decisions in all
financial matters such as controlling, forecasting, analysing and reporting. These objectives have
their purposes — the improvement of performance.” Shri Gian Prakash, formerly the Comptroller
and Auditor General of India remarked, “Today, most of the economic activities are largely
conducted through public finances. In a rapidly developing economy this has to be so. The
companies which are in the public sector have also public finances invested in them to a very
large extent. Whether these larger funds are properly used is the responsibility of the trustees of
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the nation’s finances.” From these two statements, it is apparent that not only the scope of
auditing is widening but there is change in emphasis in audit objectives also. As a result of that,
the society expects more from the auditor. As mentioned by Schlosser, “Auditing is a systematic
examination of financial statements, records and related operations to determine adherence to
generally accepted accounting principles, management policies or stated requirements.” This
definition not only emphasises on the verification of accounting statements but extends the scope
of auditing by including in it a thorough examination of allied operations. He further adds that
audit now also covers cost audit, management audit, internal audit and governmental audit etc.
It is not confined only to business houses but non-business organizations also avail services of
qualified auditors to get their accounts audited.

RELATIONSHIP AMONG BOOK-KEEPING,
ACCOUNTANCY AND AUDITING

Book-keeping:

Book-keeping is the art of recording day-to-day transactions systematically in the books of
accounts. This part of work is performed by book-keeper. It includes journalizing, posting, totaling
and balancing of the ledger accounts. The work of a book-keeper is clerical in nature and it is
performed under overall direction and supervision of an accountant.

Accountancy:

“Accountancy begins where Book-keeping ends”. The job of accountant starts when book
keeper has finished his job. The work of accountant is to check arthematical accuracy of the
accounts prepared by the book keeper by preparing the trial balance. If any omission or error
arises it shall be rectified. Finally the accountant has to prepare Trading profit and loss account
and the Balance Sheet, incorporating necessary adjustments there in.

Auditing:

“Auditing begins, where accountancy ends”. After the accountant has completed his work
an auditor is invited to verify the work done by accountant.

Auditing is concerned with making an analytical and Critical examination of the books of
account, checking and verification of the evidence is support of transactions appearing in the
books of accounts and ascertaining the authenticity of assertions made in the financial statements.

The relationship of auditing and accounting is close but they are different. The main points
of distinction between accountancy and auditing may be explained as follows:



Introduction to Auditing 7

Table – 1

Basis of
distinction

Accounting Auditing

1. Nature Accounting refers to preparation of
Accounts.

Auditing refers to examination
and checking of financial
records.

2. Objective The primary object of Accounting is to
find out the trading results of business
during a financial year and show the
financial position of the concern on a
particular data.

The primary object of Auditing is
to certify the correctness and
justification of the financial
statements prepared by the
accountants.

3. Qualification The accountant need not be a
Chartered Accountant.

The Auditor must be Chartered
Accountant.

4. Appointment The accounting work is done by an
employee of the concern and works
directly under the control of
management.

The auditor is not an employee.
He is an independent person.
Professionally competent,
appointed by the proprietor with
specific purpose.

5. Status The accounting work is done by a
permanent employee of the concern.

The audit work is done by an
outsider.

6. Scope Its scope is restricted to preparation of
financial statements and their
interpretation.

It is determined by the
agreement between auditor and
his client.

7. Commencement It starts where book-keeping ends. It starts where accountancy ends.
8. Remuneration The accountant is paid monthly salary The Auditor gets a fixed amount

as per agreement with his client.
9. Knowledge The accountant may or may have any

knowledge of auditing and its
techniques.

The auditor must have through
knowledge of Accountancy.

10. Time Period Accounting work is undertaken
throughout the year

Generally Auditing is taken up at
the end of the year.

11. Regulations
applicable

Accounting is governed by any
professional regulations.

Auditing is governed by the code
of conduct and standards laid
down by the ICAI.

12. Submission of
Report

The accountant is not required to
submit a report on the Financial
Statements prepared by him.

The auditor is required to submit
a report to his client on truth and
fairness of financial statements.

13. Compulsion Keeping of Accounts is a must to know
the exact financial position and
profitability of the business at the end of
the financial year.

Audit is not compulsory except
where this is required by the
statute.
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OBJECTIVES OF AUDIT
Audit is generally done with different or specific objectives in mind. Objectives of audit can

be classified into the following:

Table – 2

Objectives of Audit

Primary Objective : Subsidiary Objective :
Verification of accounts and

financial statements viz., the
Balance Sheet and Profit and loss
Account are drawn up properly so
as to exhibit a true and fair view
of the state of affairs of the
business.

As already stated the main objective
of audit is verification of accounts and
statements, the detection of errors and
fraud must be regarded as incidental
to such main objective. These
objectives are further classified as
follows :

Detection & Prevention of
errors :

Detection & Prevention of
fraud :

1. Errors of omission

2. Errors of Commission
3. Errors of Accounting

Principle
4. Compensating Errors
5. Errors of Duplication

1. Misappropriation of
Cash

2. Misappropriation of
Goods

3. Manipulation of
accounts.

Complete
Partial

The primary objective of an Audit, however, is to establish by an examination of books of
accounts, vouchers and other appropriate records, that the balance sheet, at a given date, is
properly drawn up, so as to exhibit a ‘true and fair view’ of the state of affairs of the business and
the profit and loss account also discloses a true and fair view of profit or loss for the financial
period ending that date. In order to establish whether financial accounts also disclose the true
and fair view of the state of affairs, the auditor must carry out a process of examination and
verification of the accounts and other related documents. In the process of such an examination
of accounts and documents, certain frauds and errors may be detected. Despite such a possibility,
this detection must not be regarded as the primary or main object of an audit. (Laymen have
always associated auditing with the detection of fraud and error). The main object of an audit is
the establishment of the degree of reliability of financial statements and produce a report on the
organisation’s financial condition and working results. However, the detection of errors, irregularities
and frauds are regarded as incidental to such main object. It is only a subsidiary advantage or
benefit flowing automatically from an audit but by no means an insignificant objective.
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The statement issued by the Research Committee of the Institute of Chartered Accounts of
India also states that “the auditor recognizes that any fraud, if sufficiently material, may affect his
opinion as to whether the accounts show a true and fair view and he takes this into account in
conducting an audit. While an audit under the Companies Act is not intended and cannot be
relied upon to disclose all defalcations and other irregulations, their discovery may be incidental
to such an audit.”

Again, an audit is intended to disclose how far the system of accounting, which is being
followed, has been successful in correctly recording transactions as well as the weaknesses that
may be there in its organization. Such a trend is evident in the provisions of the Companies Act,
which requires an auditor to report whether the books of accounts are kept in accordance with
the Act and whether they show a true and fair view in the case of the balance-sheet, of the state
of the company’s affairs as at the end of its financial year and in case of profit and loss account,
of the profit and loss for its financial year. Thus, the main objective in a company’s audit is to
conduct an independent review of financial statements and express an opinion about their
reliability in representing the company’s financial position and working results. (Section 227).

An auditor, in order to be assured about the accuracy of the books of accounts so that he
may report upon the actual financial position and the working results of the organization must:

(a) examine the system of internal check;

(b) check the numerical accuracy of the books of accounts by verification of posting, casting
and balancing etc.;

(c) verify the authenticity and validity of transactions entered into the books with relevant
supporting documents;

(d) ascertain that a proper distinction has been made between items of capital nature and
those of a revenue nature and that the amounts of various items of income and
expenditure correspond to the accounting period;

(e) confirm the existence and value of assets and to verify liabilities;

(f) verify whether all statutory requirements as regards the books of accounts that should
be maintained as well as the form in which the final accounts should be drawn up have
been duly complied with.

SAP 2

SAP 2, issued by the Institute of Chartered Accountants of India, also states that “the objective
of an audit of financial statements, prepared within a framework of recognised accounting policies
and practices and relevant statutory requirements, if any, is to enable an auditor to express an
opinion on such financial statements.” Further, the auditor’s opinion helps the determination of
the true and fair view of the financial position and operating results of an enterprise. The user,
however, should not assume that the auditor’s opinion is an assurance as to the future viability of
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the entity, the efficiency or effectiveness with which the management has conducted the affairs of
the enterprise.

SUBSIDIARY OBJECTS OF AN AUDIT
The detection of material frauds and errors as an incidental objective of independent financial

auditing flows automatically from the main objective of determining whether or not the financial
statements give an authentic view. We discuss the subsidiary object of an audit.

1. Detection and Prevention of Errors

Though errors are reportedly committed innocently, an auditor should be very careful
about it, because sometimes, errors which might appear as innocent are the results of fraudulent
manipulation. For example, a debtor sends ` 500 by bank draft and the accountant forgets to
make an entry in the books; it is an error. On the other hand, if the accountant intentionally
keeps the money with him and spends it for his own use and does not make an entry in the
books it becomes a fraud. Thus, an auditor must pay particular attention to it.

Errors are of various types. Some are listed below:

(i) Clerical Errors: A clerical error is one which Arises on account of wrong posting,
e.g., posting an item to a wrong account If the trial balance is agreed upon, the clerical
error of such a type should have been discovered, unless counter balanced by other
errors But some clerical errors are of such a kind, even if undetected, do not affect the
trial balance For example, an amount received from A is credited to B The trial balance
will still agree.

Types of Clerical errors:

(a) Errors of Omission: Errors which arise on account of transactions not being
recorded in the books of accounts, either wholly or partially, are called errors of
omission In case where a transaction has been totally omitted, it will not affect the
trial balance and hence, it is more difficult to detect. For example, omission to
enter purchases in purchase books It means that both the debit and credit aspects
of the transactions are equally omitted and the numerical accuracy of the trial
balance is not affected. On the other hand, partial omission can be easily discovered
as the trial balance will not agree. For instance, if the entry for purchase is made in
the purchase books but is omitted from the accounts of the concerned customer.
Similarly, the rent account must show twelve entries for the rent paid m a year
whereas if only nine entries are shown, it means the rent for three months has not
been paid. In these cases the trial balance will disagree and the auditor can find out
these errors by conducting a thorough checking of the records. It may be due to
the carelessness of the clerk who records only one aspect of the transaction or may
be intentional.
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(b) Errors of Commission: When incorrect entries are made in the books of accounts
(books of original entry or ledger accounts) either wholly or partially, the errors are
known as auditors of commission. Examples of such errors are wrong entries in
the books of original entry, wrong calculations, postings, additions, castings and
carry forwards. For instance, the amount in the books of original entry is wrongly
recorded. The amount of ` 232 might be entered as ` 322 in the books of original
entry. Such errors can be located while vouching the purchases with the original
invoices and rectified Some of such errors will be detected by the non agreement
of the trial balance while some errors of commission do not affect the trial balance

(c) Compensating Errors: When there are two or more errors which exactly counter
balance each other, they are referred to as compensating errors. They are also
known as offsetting errors, because the effects are offset They are difficult to detect
as the trial balance will still agree. For example, X account was credited by ` 20
instead of ` 80. There was a short credit of ` 60, while Z account is debited by ` 20
instead of ` 80. Thus, there is a short debit of ` 60. It means that there is only a
short credit and a short debit of ` 60 each. Both the sides of the trial balance are
equally affected. At the same time, it may or may not affect the profit and loss
account.

(d) Errors of Duplication: These errors occur when the same transaction has been
recorded twice in the books of original entry and also posted twice in the Ledger.
For example, purchase worth ` 5000 may be recorded twice in the accounts. As
these errors will not affect the agreement of the trial balance, it is not so easy to
trace them. Such errors can be located while vouching records.

(ii) Errors of Principle: As the name indicates, errors of principle are those where some
fundamental principle of sound accountancy is not properly observed while recording
a transaction. In other words, such errors may arise quite unintentionally due to the
lack of correct knowledge of the principles governing the preparation of the accounts
of a business. Examples of such errors are incorrect allocation of expenditure between
/capital and revenue, ignoring outstanding assets and liabilities, wrong valuation of
assets and provision for liabilities and bad debts, etc. This is the most important class of
error because an error of this kind does not affect the agreement of the trial balance;
but the profit and loss account may be very much affected. For example, if the revenue
expenditure is shown as capital expenditure or when closing stock is overvalued, the
profit gets inflated. The profit is shown more than what it actually should be. Such
errors will never be discovered by mere routine checking. Therefore, an auditor should
exercise utmost care in discovering such errors, make an intelligent enquiry and
investigation of every transaction. Sometimes, such errors are committed intentionally
to manipulate the accounts in order to show more profits or less profits than they
actually are for the year. For instance, if more depreciation is provided, the profit is
reduced. This may affect the profit and loss account and the balance sheet. Therefore,
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an independent checking and detailed enquiry should be made by an auditor to locate
such errors, otherwise he will not be able to give the correct financial position of the
organization for the year. For instance, if more depreciation is provided, the profit is
reduced.

Location of Errors:

In simple terms, the duty of the auditor is not to trace and locate a difference in the books
of accounts. He is required to audit the books only; but in many cases, the auditor is frequently
called upon to discover differences in the books of accounts. Such a situation arises only when
the accountant is unable to trace it. The auditor should apply the following tests:

(i) Trial balance should be checked. It is possible that there may be errors in the totaling of
the trial balance itself.

(ii) List of debtors and creditors should be compared with the trial balance.

(iii) Compare names of the accounts appearing in the ledger with the names of the accounts
as have been recorded in the trial balance. Check up the balances of ledger accounts
with the trial balance.

(iv) Totals of the cash book, purchases and sales books should be checked and see that
they have been properly recorded in the trial balance.

(v) Verify that no entry of the books of the original entry has remained unposted.

(vi) Verify the totals of the books of account.

(vii) Check the posting of entries from various books into the ledger.

(viii) Verify the journal entries. It may happen that the mistakes may be on account of
wrong journal entries.

(ix) Have the amount of difference, and ascertain if there is a balance of this amount on
the wrong side of the trial balance. In-spite of all this checking, some errors may still be
there for which a detailed inspection and examination of the books should be done.

2. Detection and Prevention of Fraud

Fraud is intentional and is knowingly committed to defraud the proprietors of the concern.
This is done deliberately which means that there is an intent to deceive, to mislead or to conceal
the truth or the material facts. Frauds are more serious than unintentional errors because of the
implication of dishonesty which accompanies them. They are more difficult to detect than innocent
errors. Thus, detection and prevention of frauds is of great importance and constitutes an important
duty of an auditor. Frauds may be of three types:
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(a) Embezzlement or Misappropriation of Cash:

In small types of business enterprises, the possibilities of misappropriation of money are
very little because the individual owner is in touch with all the affairs of the business. But in big
business houses, where there is a divorce between ownership and the management and the
individual owner has no direct control over the receipts and payments of cash, the opportunities
of committing frauds are frequent. Broadly, frauds resulting in misappropriation of cash are
perpetrated by (i) inflating of payments and (ii) by suppressing receipts.

(i) Inflating of Payments: It is done by inflating purchase invoices or inflated amounts
being paid by manipulating totals of wage sheets either by including therein names of
dummy workers, or in any other manner or amounts paid against fictitious vouchers.

(ii) Suppression of Receipts: It is done by (a) cash sales not being fully accounted for,
(b) adjusting unauthorised rebates, allowances and discounts, etc. in customer’s balances
against which cash has been received but has been misappropriated, (c) Not accounting
for miscellaneous receipts e.g., sale of scrap, rents of quarters allotted to an employee
for a temporary period, etc., (d) “Teeming and Lading’’ i.e., cash received from one
customer is misappropriated and a remittance received from another debtor is posted
to the first debtor’s account and from the third to the second and so on, etc.

In order to detect all these types of frauds, the auditor should make a detailed checking of
all the important books and documents i.e., cash books, vouchers, invoices, wage sheets and
confirmations of balances from the customers etc.

(b) Misappropriation of Goods:

Fraud may be in respect of goods. This type of fraud is difficult to detect; unless a proper
stock record is kept i.e., proper records of goods inwards and outwards must be maintained. An
efficient system of internal check must be introduced in a business. There should be adequate
external security arrangement to see that no goods are taken out of the business premises without
proper authority. The goods may be removed by junior staff or by a senior official of the concern.
The auditor can detect this by undertaking a thorough and strenuous record checking and the
physical verification of the goods.

(c) Manipulation of Accounts or Falsification of Accounts without any
Misappropriation:

This type of fraud is always intentional, predetermined and is more difficult to detect as it is
usually committed by the higher management cadre persons connected with the business such
as directors and managers. The accounts are so prepared that they present a picture of the state
of affairs of the business different from what it actually is. As a result of the manipulation of
accounts, profits are increased or reduced. The true position is concealed. The object of
manipulation and falsification may be to avoid payment of taxes i.e., sales tax and income tax,
‘window dressing; to mislead a prospective buyer of the business by presenting a better state of
affairs than the actual position of the concern, giving higher amount of commission, securing
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more capital and giving a wrong notion of its financial position to intending competitors, borrow
money to maintain a reasonable rate of dividends and to attract new shareholders for the company,
to withhold the declaration of dividends despite sufficient profit and for receiving higher
remuneration where managerial remuneration is payable by reference to profits. The object can
be achieved in a number of ways, some of which are given below:

(a) Recording fictitious sales or purchases so that profit may be increased or reduced
(whatever the case may be).

(b) Recording fictitious purchases or omission of purchases.

(c) Omission of expenses or income and by not adjusting outstanding liabilities or prepaid
expenses.

(d) By under valuation or overvaluation of assets, and

(e) Showing fictitious payments or receipts.

The detection of these frauds requires careful and searching enquiries as they are committed
by responsible officials. The auditor who uses adequate professional expertise and reasonable
care in detecting such frauds cannot be held responsible if he fails to discover a well planned
defalcation. He cannot be held liable for failing to trace ingenious frauds where there is nothing
calculated to arouse suspicion. He should act as a watchdog and not as a bloodhound. On the
other hand, if he fails to discover a fraud which could have been discovered by the exercise of
reasonable care, he will be liable for negligence. All that an auditor can do is to advice his client
of the ways and means to prevent their future occurrence.

It can be concluded that the primary function of an auditor is not to discover frauds and
irregularities unless he has been specifically appointed to detect or uncover defalcations. An
auditor is not an insurance against frauds and errors. If he finds anything of a suspicious nature
during the conduct of an audit, he should probe it to the full, but his approach to work should
never be in the nature of endeavouring to uncover frauds.

Materiality in Auditing: Generally the auditor plans and performs an audit to have a
reasonable expectation of detecting misstatements that are material in relation to the information
on which he is reporting. Let us understand what we mean by the term materiality.

An item of information is material, if its omission or misstatement can influence the economic
decisions of the users of the information. For example, if fictitious sales of significant amounts are
recorded in the books of accounts of a company it would result in overstatement of sales and
profits as shown by the financial statements. Based on the profit figure shown by the financial
statements an investor may invest in the shares of the company.

What is material depends upon the particular facts and circumstances of each case. For
example an omission of a sales invoice of ` 10,000 in an enterprise with turnover of say 2 crores
may not be considered as material. However, the same could become material if the turnover of
the enterprise is ` 1 lakh.
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Therefore, it is difficult to lay down rigid parameters for determining whether an item is
material or not. This is determined by the auditor by exercising his professional knowledge, skill
and experience in the facts and circumstances of a particular case.

TYPES OF AUDIT
We have already seen that auditing is a comprehensive discipline. It can be classified from

different angles.

Following is the broad classification of audit:

I. Based on Ownership or Organizational Structure of an Enterprise.

II. Based on Time or Scope of Audit procedure.

III. Based on objectives of each type of audit.

Audit based on Ownership

1. Audit of sole proprietary concern.

Sole proprietors are not required by any law to have their accounts audited. Despite this
fact, many of them who derive their large incomes from different sources i.e., from property and
shares etc. and whose expenditure is vast and varied, get their accounts audited. In such cases,
the auditor also acts as an accountant and prepares the final accounts besides auditing the accounts.
As he is appointed by an individual, he must get clear instructions from his client in writing
regarding the nature of work he is expected to do. His scope of work, nature of duties and
responsibilities will depend upon the agreement that he has entered into with the client. Any
ambiguity in respect to his duties may create problems for him. In case the auditor is asked to
prepare the accounts and also do the full audit, he must see that the accounts are properly
prepared, the balance sheet is properly drawn-up and the audit is done as per the terms of the
agreements in order to avoid his responsibility. It is, therefore, of greatest importance both for
the independent accountant and the client, that each party should be clear about the nature of
the work to be undertaken.

Following are the advantages to be derived by private individuals by getting the accounts
audited:

(a) An individual is assured that his accounts are properly maintained by his staff and
there is no error or fraud of any type in the books of account.

(b) The audited accounts are generally taken as correct by the income-tax authorities,
sales tax authorities and similar bodies.

Thus, it helps individuals in the assessment of their tax liabilities.

(c) The appointment of an auditor keeps a moral check on the staff of the accounts
department. The staff cannot under any circumstances, commit any defalcation of
accounts, and
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(d) The audited accounts of a deceased are very helpful for executors and administrators
for settling many matters concerning liabilities and assets of the deceased. It is also easy
to prepare death duty accounts.

2. Audit of Partnership Firms.

Nowadays, a majority of agreements of partnership provide for the accounts of the
partnership firm to be audited by an independent auditor. However, the Partnership Act of 1932
does not require it. In case, the partners decide to get the accounts of the partnership firm
audited, then an auditor is appointed by an agreement and his rights and duties are determined
by a mutual agreement between the auditor and his client. He should always bear in mind that
all the partners jointly and severally are his clients, though he might have been appointed by
only one of them, if so authorised under the partnership deed. Before starting the audit, he
should always obtain a copy of the partnership deed in order to acquaint himself about the terms
and conditions of the partnership. In a larger number of cases, he is called upon to act as an
accountant also and he is asked to prepare the final accounts of the firm besides auditing the
accounts. Under such circumstances, it will be in the interest of the auditor to get in writing the
nature and scope of his work, which is to be carried out and particulars of limitations, if any,
under which he would have to function to avoid any dispute later on. The auditor should carefully
complete his work and produce a written report in turn which can leave no doubt as to the
nature of duties undertaken. In case the auditor is charged for negligence in the performance of
his duties, he can produce a copy of the agreement and of the report to defend himself.

Following are the advantages to be derived by a partnership firm by getting the accounts of
a firm audited by a qualified auditor:

(i) Disputes among partners may be avoided.

(ii) In the case of admission, retirement or death of partner, the adjustments arising on
admission, the valuation of goodwill and the settlement of accounts on death or
retirement may become very easy.

(iii) Audited accounts will be more reliable for the purpose of the assessment of income-
tax.

(iv) Negotiations for loan from different sources become easy, and

(v) An auditor can suggest better ways of keeping accounts of the firms.

Besides the above-mentioned advantages, all the usual advantages common to all forms of
audit i.e., verification of accounts and detection of errors and frauds shall also be derived by
partnership firms by getting their accounts audited.

3. Audit of Companies.

A unique feature of company form of organization is that the ownership and Management
lie in the hands of different people. Therefore it is mandatory for companies to get their books of
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accounts audited. The financial statements are prepared by the management. The owners need
assurance that the financial statements prepared by the management are reliable. Among different
types of audit company audit is the most common. Therefore in India and in other countries
there are legal requirements for audit of financial statements of companies.

It assures the owners about the reliability of financial statements. The other users of these
statements are potential investors, creditors, banks, financial institutions, tax authorities etc., they
also place greater reliance on the audited accounts.

4. Audit of Trusts.

Private trusts are often created by philanthropists for the benefit of some religious or charitable
purpose such as temples and educational institutions. In some cases, trusts may be created for
the benefit of minors and widows who cannot look after them properly themselves. A board of
trustees is created to look after the property left by the testator. They receive money from different
sources and distribute the income among beneficiaries as per the terms of the trust deeds. In
many cases, these trustees may lack the essential knowledge of maintaining accounts, or may not
always use the income of the trust for the benefit of the party for which it has been created. In
other words, they may misappropriate the trust funds without the knowledge of the beneficiaries.
Generally, to avoid such a thing, a provision is made in the Trust Deed for the audit of accounts
by a qualified auditor. If the accounts are audited, it helps both the trustees and beneficiaries.
Trustees will be benefited because there will be no unnecessary criticism against them and the
nature of beneficiaries will be assured about the correctness of the accounts. It should be noted
that in some of the- states in India, the Public Trust Acts have been brought into force, which
provide for compulsory audit of a Trust by a qualified auditor, i.e., under the Bombay Public
Trust Act, 1950, the accounts of a Public Trust must be audited by a chartered accountant in
accordance with the provisions of the Act.

5. Audit of Co-operative Societies.

In case of co-operative societies also there is a separation of ownership from management.
The capital of a cooperative society is contributed by all the members, whereas the management
of its affairs is done only by some members who are elected for this purpose. Therefore, an
independent financial audit of accounts is required for cooperative societies. Many large
cooperative societies also have system of internal audit.

6. Audit of Government Departments.

Public utilities and government departments like Electricity boards are also subject to audit.
These departments also have system of internal audit. The constitution of India makes the
requirements for such audit.
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Based on Time and Scope of Audit Procedure

1. Continuous Audit:

A continuous audit is one in which the external auditor’s staff is occupied in a detailed
examination of the books of accounts of the client the whole year round or at regular intervals,
say weekly, monthly and quarterly. It is a system of audit in which the audit work is carried on
almost simultaneously with the recording of transactions.

Continuous audit becomes imperative in the following types of business:

(i) Where it is desired that audited final accounts should be ready immediately after the
close of the accounting period.

(ii) Where business is very large and there are numerous transactions to be checked.

(iii) Where there is no satisfactory and effective system of internal check in force, and

(iv) Where monthly final accounts are required.

Advantages of Continuous Audit

 Errors and frauds are discovered quickly because the auditor’s staff attends work at a
regular interval. They can also be rectified at an early stage.

 The opportunities for fraud are reduced because of the frequent attendance of the
auditor.

 The constant attendance of auditors will have effect on the staff of the client to keep
the work up-to-date. This also acts as a valuable moral check on the client’s staff.

 Since the audit is carried on an annual basis, there is more time at the disposal of the
auditor for the detailed checking of accounts. The client is also kept currently informed
as to the financial condition and progress of operations.

 As the auditor frequently visits the client’s office, he remains constantly in touch with
technical details of the business. It helps him in performing his duties efficiently.

 Where directors of a company desire to declare an interim dividend, it will help them
in preparing interim accounts without much delay.

 Regular supervision of the auditor on the client’s affairs would bring about increased
efficiency and accuracy in the accounts of the business.

Disadvantages of Continuous Audit without Planning

 Figures may be altered either without planning or deliberately by the client’s staff after
the auditor has checked the books for a particular period.

 The auditor or his clerks are likely to lose the link of the work in some way or other and
will fail to clear up outstanding queries. For example, the examination of an item left
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incomplete on a visit, for being undertaken on the next visit, may not register the
attention of the auditor. As such, some work may remain undone or may be overlooked.

 If the size of the concern is small, a continuous audit may involve waste of time, effort
and money, and

 The frequent attendance of the auditor’s staff may be inconvenient to the client and
may affect the efficiency of the client’s staff.

These disadvantages of a continuous audit may be minimised if the auditor takes the following
precautions:

(i) There should be strict rules prohibiting the alteration of figures after they have been
checked by the staff of the auditor. If any alteration is necessary, the same should be
done by means of a journal entry. The permission required to alter the transaction
must be obtained from the auditor.

(ii) During the course of each visit, the work should be completed up to a particular stage
so as to avoid loose-ends as far as possible.

(iii) Special ticks should be used by the auditor while checking altered figures.

(iv) The checking of the nominal accounts should be undertaken only at the time of the
final closing.

(v) The auditor should glance over the past work done or on any alteration made before
he begins his work.

(vi) The auditor should chalk out an exhaustive programme to prevent any loose-ends,
and to ensure minimum inconvenience in the normal working of the client. He should
not inform the date and time of his visit in advance to his client, otherwise his staff will
prepare themselves in advance to face the auditor, and

(vii) Proper care in supervising the work and use of the Audit Note Book are also necessary.
At the end of each visit, important balances should be noted down and the same
should be compared at the time of the next visit.

2. Final Audit:

Periodical or Final or Annual Audit: A system where the auditor takes up his work of checking
the books of accounts and other related documents, only at the end of the accounting period
when the transactions for the whole financial year are completely recorded, balanced, the trial
balance is then drawn out and the final accounts have been prepared, is known as periodical or
final or annual audit. The auditor will normally start routine checking of the books and other
audit procedures only after the close of the financial year. He would complete his audit work in
one continuous session or without any interval. In other words, the auditor visits his client only
once a year and goes on checking the accounts and other related documents until the audit work
for the whole period is completed.
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This type of audit is quite common and is considered satisfactory especially in the case of
small concerns.

The chief advantage of this audit is that it is not expensive and there is less danger of
fraudulent manipulation of the books after the audit is completed. Its execution also involves less
organization on the part of the auditor but lacks the advantages of continuous audit.

Points of Distinction between Final Audit and Continuous Audit

Distinction between Continuous and Final/Periodic Audit

Basis of distinction Continuous Audit Periodic Audit
1. Time Period Continuous audit is done

throughout the year.
Periodical audit is done at the
end of the year.

2. Visit by the auditor The auditor visits the client’s
office frequently.

The auditor visits the client’s
office at the end of the year.

3. Nature of Business
Concern

It is quite suitable of big concerns. It is suitable for small concerns.

4. Checking of transaction Detailed checking of the
transactions is possible.

Detained checking is not
possible.

5. Expensive It is very expensive. It is not expensive.
6. Interim accounts It helps in preparation of interim

accounts.
It does not help in preparation
of interim accounts.

7. Detection of Errors and
Fraud

It reduces the opportunities for
Fraud.

It doe not reduce the
opportunities of fraud.

8. Nature of work Work becomes mechanical and
boring.

Work does not become
mechanical.

9. Relationship with staff of
the client

There is a possibility for
developing unhealthy relationship
between the audit staff and the
client’s staff.

There is no possibility for
developing unhealthy
relationship between audit staff
and client’s staff.

10. Quick submission of
accounts

Financial accounts can be
submitted immediately after the
close of financial year.

Not possible to do so.

11. Declaration of dividends It facilitates early declaration of
dividend.

It does not facilitate early
declaration of dividend.

12. Moral Check There will be moral check on the
staff of the client.

There will not be any moral
check on the staff of the client.

3. Interim Audit:

An audit which is conducted in between the two annual audits for interim purpose is called
interim audit, for instance, to enable a company to declare an interim dividend or to get the
periodical data of the turnover or gross profit etc. This kind of audit involves a complete checking
of accounts prepared by a company for a part of the accounting year. It is a kind of audit which
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is done between the two balance sheet audits. The work of the final audit becomes much easier
if there has been an interim audit.

4. Occasional Audit:

This type of audit is conducted once in a while and that too at the discretion of the owner of
the business. For example, the audit is not compulsory in case of a sole proprietor and partnership
business but whenever the need arises, the proprietors can get their accounts audited.

5. Balance Sheet Audit:

The term balance-sheet is not of common use but this class of audit is mainly followed in the
USA. It is an audit which starts with the verification of the items appearing in the balance-sheet.
Here the audit operates in the opposite direction of the normal audit procedures. It commences
with the detailed examination of the balance-sheet and works back to the books of original entry
and related evidences. This is essentially a ‘partial audit’ since it verifies the items appearing in the
balance-sheet mainly and does not start the work of verification with the books of prime entry.
The underlying idea of this audit is that by comparing the balance sheets at two successive dates,
the profit of the year can be ascertained. However, the auditor will check the accounts in the
general ledger and will also check those items of profit and loss account which are directly related
to assets. In this audit, the work can be successful in those business houses where an efficient
system of internal control in the real sense exists.

6. Partial Audit:

When an auditor is asked to carry out the audit of the records and books of a particular
work only, it is called partial audit. For example, the client may ask the auditor to audit only the
payment side of the cash book because he himself receives cash and cheques on behalf of his
business and there are no chances of misappropriation of cash. The liability of the auditor in such
a case will also be different from his liability for the complete audit. It is advised that the auditor
should get instructions in writing as to the scope of his work so that no dispute can subsequently
arise as to the extent of his responsibility. This kind of audit is not permitted in case of a private or
public limited company.

Based on Objectives of Each Type of Audit

1. Independent Financial Audit.

Independent financial audit is generally conducted to ascertain whether the balance sheet
and the profit and loss account present a true and fair view of the financial position and working
results, respectively, of the enterprise under audit. It is conducted by a professionally qualified
and competent person who is independent of the enterprise which is hiring his services for the
purpose. In most countries, such audits have been made compulsory by law in the case of
companies, corporations etc., In India for example, the Companies Act 1956 lays down that
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only practicing Chartered accountants or persons holding certificate under the Restricted Auditor’s
Certificate Rules 1956, can be appointed as auditors of a company.

The objective of an independent financial audit is to ascertain whether the financial statements
of an enterprise are reliable. The financial statements contain representations or assertions of the
management as regards the profitability and the financial position of the enterprise. The auditor’s
opinion as regards the truth and fairness of the assertions imparts credibility to financial statements
in the eyes of those for whom these statements are meant, e.g., investors, creditors, owners,
banks and financial institutions, government authorities and so on.

Independent financial audit is the most common type of audit.

2. Internal Audit.

Internal Audit is an audit conducted on behalf of the management of a concern or enterprise,
with the aim of providing assistance to the management for effective discharge of responsibilities.
It involves an examination and evaluation of various activities of an enterprise and reporting on
the same to management.

Objectives of internal audit may be summarized as follows:

(a) to ascertain the degree of compliance with pre determined plans, policies and
procedures.

(b) to ascertain the authenticity of accounting and other related information.

(c) to examine whether the resources of an enterprise are being used efficiently and
economically.

(d) to examine whether the assets of the enterprise are properly safeguarded from losses.

3. Cost Audit.

According to Sec. 233B which was added by the Amendment Act of 1965, necessary
directions were issued for audit of cost accounts of companies which are engaged in production,
manufacturing, processing and mining activities. Under Sec 209(1) (d) the central government is
given a power to require such companies to give particulars relating to use of material or labour
or any other items of cost as may be prescribed. Such audit should be conducted by an auditor
who shall be either a Cost Accountant within the meaning of cost and works Accountant Act
1959 or Chartered Accountant or any other person who has the prescribed qualifications. The
cost audit as per Sec 233 B is in addition to the usual audit under Sec 227. Such auditor will have
the same powers and duties as a company auditor has under Sec 227(1). He shall make his
report to the Company Law Board in such form and within such time as specified.

4. Tax Audit.

The Income Tax Act of 1961 provides for compulsory audit of accounts of certain assesses.
The purpose of such audit is to assist the tax authorities to make correct assessment of tax. The
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Act also contains various provisions where the tax audit reports are required to be submitted to
avail certain deductions and exemptions.

5. Government Audit.

Government Audit is conducted to ensure that the financial transactions of the government
are executed with proper sanction, correctly recorded and confirm with the rules of financial
propriety. In India the Comptroller and Auditor General of India is authorized to conduct the
audit of central and state governments. The reports of the CAG which are relating to accounts of
the union shall be submitted to the president who shall cause them to be laid before the Parliament.
In case of States they are to be submitted to the Governors of respective states who shall cause
them to be laid before the state legislature.

6. Secretarial Audit.

Many companies have a department called secretarial department which performs a number
of services. The department ensures that the company complies with the provisions of the
companies Act of 1956 and other applicable laws. An audit conducted to verify whether a
company has complied with the provisions of the Companies Act and other related laws is termed
as secretarial audit. The basic objective of secretarial audit is to ensure compliance with company
law. It helps the authorities responsible for enforcement of the law like Registrars of Companies,
but also provides assistance to the companies themselves in avoiding any unintended violation of
law.

7. Management Audit.

Management Audit means the audit of management processes and functions. According to
W.P. Leanard, “The Management audit may be defined as a comprehensive and Constructive
examination of an organisational structure of a Company institution or branch of government,
or of any component objectives, its means of operation and use of human and physical facilities”.
Thus the auditor examines the policies and the actions of the management to ensure that there
is a proper and maximum utilization of available resources. It facilitates to ascertain whether
sound management prevails from the highest level to downward or not and helps in creating
most effective relationship with the outside word and smooth running of the internal organisation.
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